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THE APPRAISAL OF PRIVATELY OWNED HOUSING 
ON MILITARY RESERVATIONS 

HE United States Supreme Court decided, in May 1956, that privately built 

housing, on military reservations, is taxable at local levels. Prior to the 

Supreme Court’s decision, the attorneys for housing corporations, appeal- 
ing their assessments, claimed that real property taxes were not legal because 
the housing was on Federally owned land and, therefore, was considered extra- 
territorial. Since their appeals met without success on this phase, many of the 
owners of such housing will now probably seek tax reduction. We feel that some 
of our experience on the appraisal of Wherry housing projects will be of interest 
to our readers,who may be called on to appraise such projects to appeal excessive 
assessments. 


We have constantly contended that investment property is worth only the present 
value of the future benefits that an owner could reasonably anticipate. We know 
of no sales of Wherry housing projects that could be used in order to apply the 
Market Data Approach to value. Furthermore, the Cost Approach cannot be 
accurately applied, as it is almost impossible to estimate the extent of the eco- 
nomic obsolescence that should be applied,because of the limiting conditions imposed 
on such housing by the Government. 


We are not at liberty to divulge the location of the project which we are using 
as an example in this bulletin. The figures should, therefore, be considered 
fictitious and used only for illustration. We are briefing the pertinent informa- 
tion and eliminating all material not considered pertinent to the appraisal process, 
afd are showing only the Income Approach, which we consider of paramount im- 
portance in valuing such holdings. These projects were made possible through 
the National Housing Act, and were it not for the insured loans and liberal inter- 
pretation of the Act, no defense housing projects would have been built. In making 
this appraisal for tax purposes, we are assuming the property to be free and 
clear of mortgage indebtedness. 


The property under appraisement is what is 

OWNERSHIP AND popularly called a Wherry housing project. 
GENERAL BACKGROUND These projects are privately owned projects 
that are financed under provisions of Title VI, 

Section 803, of the National Housing Act. This Act provides for insurance of 
military housing, inorder to help relieve the acute housing situation which exists 
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at or near military installations, by reducing the financial risk, due to the doubtful 
permanency of such installations. Under the provisions of this Act, financing by 
private lenders is guaranteed by the Federal Housing Administration. The owners 
are generally regulated or restricted as to rents or sales, rate of return, and 
methods of operation. The Act provides that interest on the obligation shall not 
exceed 4% per annum of the amount of the principal obligation outstanding at any 
time. To this is added }% per annum for insurance of the mortgage. Default on 
the mortgage is provided for after an excess of 30 days delinquency. 





Under the terms of the Wherry housing program,the Blank Investment Company, 
Inc., leased from the Department of the Army, for a period of 75 years, 65 acres, 
more or less, of raw land located on the Federal Military Reservation. Under the 
terms of this lease, and for the sum of $12 per acre per annum, the lessee agrees 
to lease all of the units in the development to such military and civilian personnel 
assigned to duty at the military installation, or in the area where such property 
is located as are designated by the commanding officer. However, in the event 
the commanding officer fails to designate such personnel to whom the units shall 
be leased within 30 days after receipt of written notice from the lessee, the lessee 
may lease such units to persons other than military or civilian personnel designated 
above. Under such circumstances the project management may grant l-year leases 
with the provision for automatic renewals thereafter,from month to month, until the 
commanding officer exercises his right to designate a tenant and gives written 
notice to the lessee. 


Authorized military and civilian personnel will be granted leases for a term of 
1 month, with provisions for automatic renewals thereafter from month to month 
until such personnel gives 30-day written notice of relinquishment. This land 
lease also provides, that, even during the term of this lease, when there is no mort- 
gage insured under the National Housing Act, the rental rates shall be agreed upon 
from time to time by the commanding officer. Further, the lessee may not 
transfer or assign his land lease without prior written approval. He is also 
required to comply with applicable laws of the State, county, and municipality, 
wherein the said designated premises are located, with regard to construction, 
sanitation, permits to do business, and all other matters. The title toall im- 
provements constructed upon leased land, under the terms of this lease shall 
remain in the lessee. Upon the expiration of this lease, unless the lessee shall 
elect to remove the improvements and restore the premises, all improvements 
made upon the land shall become the property of the Government without com- 
pensation. 


The Blank Investment Company, Inc., is chartered under the laws of the 
State, specifically for the purpose of constructing and operating this housing 
project. The charter is modeled after a standard charter provided by the Federal 
Housing Administration. This charter provides for 100 shares of preferred stock, 
which has a par value of $1 per share, to be issued to the Federal Housing Admin- 
istration, upon the insurance of the mortgage by its Commissioner. Such provision 
is made, so that the Commissioner of the Federal Housing Administration, in 
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connection with the insurance of said mortgage, may regulate and restrict the 
corporation as to rents or sales, charges, capital structure, rate of return, 
and methods of operation, as provided for in this charter. No dividends will be 
paid on any stock except with the consent of the holders of a majority of the shares 
of each class of stock, then outstanding, until payments due under the mortgage 
(FHA insured) have been made, and until a reserve fund for replacements is first 
established and maintained by the allocation to such reserve fund in a separate 
account with the mortgagee. 


In the event of default of the mortgage,the holders of the preferred stock may 
remove all existing directors of the corporation and elect new directors in their 
place. Except for these provisions all voting rights of the stockholders are 
vested exclusively in the holders of the common stock. Approval of the preferred 
stockholders is necessary to sell, assign, transfer, dispose of, or encumber 
any real or personal property, including rents, except as specifically permitted 
by the terms of the mortgage. Their approval is also necessary to remodel, de- 
molish, to charge higher rents than schedule, or require as a condition of occu- 
pancy, the purchase of any corporation stock. 


We are describing only briefly, the Cost Ap- 
THE COST APPROACH proach to value (the basis for assessments in 

practically every State in the Union), as in our 
opinion, it cannot represent fair market value. In this particular instance, were 
it not for the military installation, the housing project would be practically as 
worthless as the proverbial office building located in the center of the Sahara 
Desert. 


The improvements on the land consist of 86 
IMPROVEMENTS _ buildings containing 614 dwelling units. There 

are 66 dwelling units containing 1 bedroom, 
living room, kitchenette-dinette and bath; 452 units containing 2 bedrooms, 
living room, kitchenette-dinette and bath; and 96 units containing 3 bedrooms, 
living room, kitchenette-dinette and bath. The buildings are all of brick veneer 
construction with frame interiors, 2 stories in height, without basement. The 
improvements and the refrigerators and stoves contained in each unit had a total 
replacement cost, new, of approximately $4, 500, 000 in appealing an excessive 
assessment. 


The improvements were completed approximately 2 years earlier than the date 
of our appraisal. Nominal physical deterioration was deducted, but because the 
structures were new and well-designed, no functional obsolescence was consid- 
ered. An extremely high economic obsolescence rate was taken because of the 
high degree of risk involved in ownership of such a project. The risks involved 
are manifold. First, there is the possibility that the military establishment may 
close or under national economy measures may have a serious decline in man- 
power, which would reduce the demand for such housing. A reduction of military 
personnel on the post would also result in a reduced number of civilian personnel 
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that could use the facilities. The location of the post is remote, and it is very 
doubtful if the civilian market for such dwelling units could be attracted to a dis- 
tance of 30 miles from their place of employment. Furthermore, under terms of 
the lease, the Government has placed many restrictions on the lessee. The degree 
of economic obsolescence, because of these risk factors, is very difficult to ascer- 
tain except by the Income Approach to value. We believe that the degree of eco- 
nomic obsolescence is best estimated as the difference in value between the Income 
Approach and the reproduction cost, new, of the improvements, less physical de- 
terioration. 


Actual annual rentals in this project amounted 
THE INCOME APPROACH to $590,064. From this, we deducted $20, 336 as 

the rental on refrigerators and stoves. This 
resulted in an annual real estate rental of $569,728. We considered these rentals 
as 100% of the future annual level. We felt justified in using this as a fair future 
rental level, because, under the provisions of the Housing Act, any increase or de- 
crease in expenses would be directly reflected in the rental level. We used an 
88.75% occupancy rate,based onthe average occupancy for the past 12-month 
period. This 12-month period included a few war months. It is our opinion 
that a higher vacancy will result in peacetime than in war years, and, consequently, 
we did not consider the low vacancy for the first 12 months of the project’s op- 
eration because they were entirely war months and the vacancy rate was con- 
siderably lower. The FHA in the project analysis considered the average accepted 
vacancy at 8%. This was a good rate for wartime years, when the military es- 
tablishments were operating at full capacity, but it cannot be used in peacetime 
on a project located at a great distance from the civilian demand. Applying the 
88.75% occupancy rate to the gross annual income reduces the effective rental 
income to $505,634. Other income imputable to the project amounted to $8, 333, 
which, when added to the rental income, results in a total effective gross annual 
income of $513, 967. 


Actual expenses were used where they appeared reasonable. The total utility 
expense amounted to $9, 548 for the past 12-month period. The actual charges 
for administration and management were reduced considerably, as the corporation 
included officers’ salaries, which we considered excessive. We estimated these 
expenses to be $55,881. We realize that this figure is considerably higher than 
ordinary management, but because of remoteness of the post from a city where 
real éstate management services are available, it was necessary to set upa 
management service which included a project manager, a superintendent, and 
certain service and clerical personnel. Maintenance and repair expenses for 
the past 12 months were not used, as the project is relatively new and required 
but little maintenance. As a result, we used the expenses that were anticipated 


by the FHA in the project analysis, based upon past experience that it has had in 
analyzing operating statements of large apartment projects. 


Listed on page 331 are the items included in the expense breakdown. 




















Payroll - @ $3. 50 per room 

Repairs - @ $3.00 per room 

Decorating - @ $10. 70 per room 

Furniture and furnishings @ $1. 50 per room 
Exterminating @ $0. 20 per room 

Janitorial materials @ $0.50 per room 
Grounds (materials) @ $67.77 per acre 
Miscellaneous @ $3.50 per room 

Police and fire (actual cost*) 


Total Maintenance, Repairs, and Upkeep 
$76, 083 


*The FHA estimate was $6, 754 per year, but we have used 
the actual expense of $688 in order to be more realistic. 


The actual real estate taxes that were levied and collected were included, 
as the rentals included additional payments for such taxes. These taxes amounted 
to $38,506. We have used the average insurance costs that were included in the 
FHA project analysis of $18, 420 as the average future level. This is considerably 
less than the actual expense during the past 12 months, but will compensate for 
the reduction in insurable value as the property matures. In addition, we included 
$1, 190 as the charges for legal and auditing services. This is considerably 
lower than it was for the past year, because of the impending suit to appeal the 
real estate tax levy, but it does include a charge for an annual audit, anda nominal 
fee for legal services that are required because of the complicated nature of such 
a project. 


These expenses total $196,058. The deduction of these expenses from the 
effective gross annual income results in an annual net return before interest, 
depreciation, and amortization of $317,909. The land rental of $652, deducted 
from this return, resulted in a net return to the improvements of $317, 257. 


A survey was made among owners of large housing projects, both private 
and military, in order to estimate a realistic capitalization rate that should be 
applied to an investment in a building project such as this. Because of the high 
risks previously described, we concluded a capitalization rate of 100% to be 
applied to the return on the improvements. Furthermore, we estimated the 
economic life of the improvements would be 40 years, which would result ina 
straight line depreciation of 24%. The overall rate of 12%, when applied to the 
income imputable to the improvements of $317, 257, resulted in a value of the 
improvements of $2,538,056. This figure, called $2, 540,000, was assumed to 
be the fair market value of the subject property as of July 1, 1952. The rever- 
sionary value of the land, under lease for 73 more years, at the end of 40 years 
(the estimated economic life of the improvements) has been disregarded. The 
reason for this is that the land is of little value, and the lease restrictions so 
limiting, that the remaining value for 73 years, deferred for 40 years, would be 
practically nil. 

















The difference in the value concluded by the Income Approach and the recon- 
struction cost new of $4, 500, 000, less its physical deterioration of $225, 000 (5%) 
is $1,735,000. This difference in value represents economic deterioration, dis - 
cussed at the top of page 330, and amounts to 38. 5% of the reconstruction cost. 


Since the assessment rate is based on 33-1/3% of market value, the assess- 
ment of the subject property should be $846, 600 instead of $1, 500,000, which 
was based on 30% of a reported $4, 500, 000 construction cost,as shown in the 
local newspaper. 


Tu o> ae 
WILLIAM J. AANDALL, M.A.I1., S.R.E.C. 











